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THE REAL CULPRIT IN THE FHA 


HE investigation now starting in Washington will undoubtedly reveal a 
= i flagrant misuse of public funds during the past decade in the operation of 

the Federal Housing Administration. There can be no question of the fact 
that the FHA has insured many thousands of 608 loans for more than the total value 
of the properties. Investigations have developed 1, 149 cases so far in which cor- 
porations got bigger insured loans than they needed and then distributed excess 
profits totaling about $65 million to stockholders. 


The real culprit, in my opinion, certainly was not Guy Hollyday, who came 
into office about a year ago after the 608 provision expired, nor, in my opinion, 
was it primarily his predecessors in office, as I am confident that these men 
were under tremendous pressure on the part of the Administration and Congress 
to develop a large volume of rental housing in the United States in a relatively 
short time. The real culprit was the assumption that a shortage of rental housing 
which causes rents to rise can be remedied by legislation which freezes rents. I 
have maintained since the very beginning of rent control that freezing rents would 
perpetuate the very condition it attempted to correct. Rents rose because there 
was a shortage of dwelling units for rent, and the freezing of rent levels while 
construction costs advanced made it uneconomic to build units for rent and, there- 
fore, accentuated the shortage. 


In a free rental market there is never any long-continued difficulty in the 
rental-housing supply-and-demand relationships. If rents are high, it becomes 
profitable to build, and many speculators and builders take advantage of the op~ 
portunity. Many buildings are built, a surplus develops, and rentals drop, A 
good example of this can be seen by going back to the housing figures during the 
boom of the 1920’s. In 1927 we were operating in a free market insofar as housing 
was concerned. There was no Federal rent control of any sort at that time. 
Neither were there any Federal slum-clearance projects financed by the taxpayer. 
There was no FHA insurance of either sound or unsound loans. Every building that 
went forward was built because some investor and some mortgage lender believed 
that it could be built to yield a profit and to pay off a mortgage out of earnings, and 
in 1927, 43.9% of all dwelling units built in the United States were built for rent. In 
contrast, in 1953 out of the 1, 104, 500 dwelling units built in nonfarm areas of the 
United States, only 167,600 were built for rent, and of these, 35, 600 consisted of 
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Federal slum-clearance projects subsidized by the taxpayer. In other words, 
only 12.3% of the private housing built in 1953 was built for rent - less than one- 
third of the percentage built in 1927. 


In the middle forties, the Administration in Washington considered it so es- 
sential to develop a large volume of rental housing that in 1945 a housing ex- 
pediter was appointed by the President. Because our rent control legislation 
had made building for rent uneconomic, the housing expediter was told to put 
on the pressure to develop rental housing in the United States in large quantities. 
As a result, builders, bankers, and real estate men were deluged with propa- 
ganda from the Office of the Housing Expediter advocating the construction of 
rental housing, not only because it was urgently needed, but also because it rep- 
resented “a promising investment possibility.” Official Government booklets 
published at this time indicated that for investors and builders alike there were 
“unusual opportunities in the field of rental construction.” 


To whip up action, the FHA sent out field teams who visited various cities pro- 
moting meetings with bankers and businessmen, trying to induce them to sponsor 
rental housing locally, taking advantage of the FHA 608 mortgage insurance. 


This high pressure plus the increasing demand for mortgage investments on 
the part of banks and institutional lenders and the acuteness of the housing short- 
age were contributing factors to the FHA’s winking at exorbitant cost estimates. 
Since rental housing under rent control was uneconomic, it became necessary, 
in order to stimulate any volume of building of this type, to offer the only type of 
economic incentives to those who would have to act which would prove effective in 
getting them to undertake a large volume of construction. 


The chart on the opposite page shows the fundamental difficulty in securing 
any volume of construction on apartment units in the United States from 1940 on. 
The red line on this chart shows the cost of building an 18-family apartment from 
1913 to the present in contrast with the average rent, shown by the blue line. Dur- 
ing the period of the twenties and during the early thirties rents stayed in a rough 
relationship with construction costs, and it was profitable to build. During the de- 
pression, construction costs rose more rapidly than rents, and then, when condi- 
tions arose which would have caused rents to rise in step with construction costs, 
rent control prevented this increase. Had there been no rent control, rents would 
have risen rapidly and the higher rent levels would have generated a tremendous 
volume of construction. The higher level of construction would have oversupplied 
the market, vacancies would have appeared, and because of oversupply, rents 
would have fallen. Under conditions as they actually existed we have had a con- 
tinuing housing shortage, as Paris has under rent control since 1913. 


The fact that higher rents were allowed on 608 projects than the average of the 
market did not materially change the situation, as builders realized that the apart- 
ment units they were building would in the last analysis be in competition with all 
rental units, including those on which the rents had been frozen at unusually low 
levels. 








ee 





159 











Our organization has always opposed 608 housing, as we believed that it was 
economically unsound. We have written many bulletins during the past 7 years 
on this subject, and I have constantly harped on it in the talks I have made through- 
out the United States during the late forties and the early fifties. So long as rent 
control continued, any man who was willing to risk his own money in building an 
apartment project, in my opinion, should have been declared incompetent as an 
investor. 


The present investigation will undoubtedly reveal a considerable amount of 
dishonesty on the part of Government officials, builders and mortgage lenders. 
Without attempting to justify in any way this dishonesty, I believe that it was due 
primarily to the intense effort of the Government to provide incentives where no 
incentives existed, nor could exist under the shortsighted rent legislation we had 
enacted. Under this pressure, the builder was willing to go ahead provided he 
could make a quick profit. He justified his action on the grounds that the FHA, 
in order to get buildings built, was perfectly willing to allow padded costs and 
would appraise the property for more than it was worth. He felt that this gave a 
Government sanction to his actions and relieved him of the responsibility for his 
dishonesty. 


The mortgage banker was willing to go ahead on the strength of the Govern- 
ment guaranty. Many of the large institutional lenders in the United States made 
thousands of these loans depending entirely on the Government insurance. The 
president of one of the largest banks in the United States told me in 1947 that he 
agreed with me that 608’s were unsound, but that his institution had a tremendous 
amount of money to invest and that he was buying them for his bank, realizing 
that he was probably buying Government debentures. 


In my opinion, it is impossible for any long period of time to flout economic 
principles. In a free-enterprise economy, supply and demand automatically adjust 
themselves to each other if the adjustment is not prevented by long-term legislation 
to correct short-term emergencies. Wherever this is done, where economic in- 
centives are destroyed, these economic incentives will return in the black market 
or very little production will result. Paris has had a black market in rental 
housing since 1913 because economic incentives were destroyed and, as a result, 
for decade after decade it has become impossible to rent an unfurnished dwelling 
unit in Paris without black market payments to landlords, janitors, and any others 
who have been able to squeeze into the picture. 


In my opinion, the real culprit in the FHA is the attempt on the part of the 
Government to destroy economic incentives and still get a large production of 
rental housing. 











